
BENUm AND COSTS OF VERTICAL INTEGRAnON OF BASIC
AND ENHANCED TELECOMMl.,'NICAnONS SERVICES

1. Imrpdw;tigp.

The FCC is in the process of reviewiq hs policies to deIJrmiDc the form in which the

Bell 0perIIma Compaia (BOC.> may J)ltticipate in me enJwnced .mces market. I FCC

replazion of enhanced services bas previousl~' addIes.ted two potential problems. CTOS$

subsidiDSiOD BG ICCCaS diac:rimiDaDon. The FCC has esablisbecl two recuWorY measures that

silDifiCaDtly reduce the risk of croa subsiciizalioo. Price cap rqt"'riou. which breaks the link

beIwecn direct costS aDd rate chaDaes. does not Illow me BOCs to I'IiJe prices above the rase

caps approved by the FCC. The BOCs. therefore.. do DOC have tbI mccntive to sello~.1'CCS

for regulated scniccs used in me provision of enhMred lllVioes in tbt boJ'f Uw they em

increase pric::es for ot=' feI1"''''' services. 1D addilion. the FCC bas implcmem.ed COli

a.c:coWItiDa N1es. iDcludiD& dcWled joint cost rules, COlt allocation JMIIlMls, reporting

requiremenr.s aDd ICCOUatiD& audits. that iDcrcasc the ability to idald.fy aoss subsidization.

Accesl discrimination CD ariJe wbeD preferential nerwork KCeSS is liveD to an SOC's

a1Ii1Wcd conhenc:ed services provi_ over a noa-affilialad enbenrec1 service provider. The FCC

decided tbal DCCWork. 'IDt.."mna. i:n 1be form of diaeIe COIl-bIIed services IDd feaues. for

services required to provide mheMed services would iDIure that BOCs could DOt d.iscrimiDaIe

.pm. !beir ~rs. n. FCC's OpeD Network Azcbitacture (ONA) framework aDd. iu

unbuDd1inI policy were delipee! to accomplish ~"Ork UDbmdJiDl fer (aNteS used b)' oon­

afli1Wed enlvmc:ed services providers to compete widllbl BOCs. ID Us recal remand decision.

the NiDm Circuit required the FCC to explain and justify ita decisicm to I110w BOCs to off« all

enbencwt -w:a ODin~ bu:is. Jivc.u me current SIII.e of UDbuadJina 2 The FCC's

iDvnription is, bowever, bmadcr in ICOpe than me miDimum requimDeDts set out by me Nimh

legum. mFunba Remw P!cceediDIS: Bell 0pcruiDa Company Provision ofEDbanc:cd
Services. CC Docket: No. 9S-20, NOli" "fPtopoMd RuJcmakina (released February 21. 1995).

~alifomia v. fCC. 39 F.3d 919 (9d1 Cir. 1994) \Ca1ifomia IIIj
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CircWL M imporwn facIar in the FCC's reconsideratioll will be c1=rminina whether the

ecoDOmic bcDefiu to be piDed by pcnmmna vertical mlesruion of BOC bui' IDCi enhanced

IIrViccs exe-d the possible COlIS impaled Oil ccmsumc:rs of DOt requirina SU'\ICUftl separation_

This p&per ideDlifies IDd qn'nrifies the potential bc:Defiu IDd costs of vcn:ical intepation

of basic aDd en"'need telecommunjCllicw lCnices. In pmicular. we fiDd 1baI joint produaion

!aciliwes the otflrina of DIW procluets IDd scnic~ wb.ich provi~ larp beDeibs to COi1SWDCD.

Focupng Oil voice ......,;", - to dale &be most promiD=t R.egiou1 Bell 0peruiD& Compuy

cnberwd service - we calcullll tbIt dx delay in MImi this service available bas cost

coasumers well over $1 billion lDIlually. The cost to consumers of delay bas exceed we~l over

S10 billion~ 1981. In additiOD., the exn production cosu lhal would be i.acurred by

foregom, the economies of scope from joint production would lmOum to over S100 million

azmually. In COD1I"Ut, (I) the rDb''¥*1 service markets in wbichlbe 80Cs operate ue robusUy

competitive. (2) me existiDa OpeD Nawork Atchilecuzre rules fonowed by the SOCs Ire daip-d.

to offer DaDditcriminarory access at prices that avoid crou-subsidies. aDd (3) all available

evideDCe sboWl UW these rules are woridDa u intmdcci aDd mat me nJbanc:ed JetVicc market is

thrivina. It is clear that any beDefits to compedtion m. may Iris: from suu=nl scpanDOIl are

flf outWeighed by the loss of bcaetiu aDd extra com we have idemi1ied which arist from

SD'UCIUr'&I IepII'IIioI1.

The remainder of this paper his five sectioas. We first describe me ecoDOmic principles

tbat should awte lClecommUDicazioas compcation. In SectiOll m. we exmine the StIle of

competition in iDlormMion lad enhenced services mark.ets. NtxI, in SectiOQ IV. we measure the

beDefits from offeriD& new telecommuaicalions services. Section V quamifies the costS of

suucunl sepmriOD. The fiDI1 secbon summarizes our fiDdin~

II. Fronmn;,; Pripcjp1es (or Ecopgmicalb' Efficient CompFsitioQ

TdeC'mnmunicali.ons marUcs Ire ..-au>- very dyumic. compared to most other markets.

Proclucu are pzollfcratiDa. DCW fizms.. joiDina the fray. IDd exislina finDs are adjUllina lhroueh
an iIDc:a., mesas. and me like. The m.rket for enh"'CCd teJecommaieatioDS ler:ices is DO

excepUoD. For VO~ mc:sulina. which lICCOunU for the bulk of me DOCs' e:DbaDcect service

revenues,F~ &t SulliVID esrim-ect thIll993 revCDua from voice mess'IPDI seryjces were S1.4
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billioD and that the mmUt is expecI*i to grow G a rate of 12.7 perccDt annu.lly through the year

2000.J 1Jl Iddnioa., rev..- fram c:ampeq voice mesuliaa CPE are an equivalent ImOWU

aDd arc srowma II double dip raIIS.. In total, voice mesHei"l1'eVa1UCS are approadUDg S3

billiOIl ama1ll1Jy. further. mere are li1enll)' tboUSiIW of firms providiDi voice mcwgini

se:rv\ces, ad me BOCs are fir fmm ~ma , dominant positioD. FOf dymmic markets like

thae. it is especially importaDl =- firms be able to compete on their 0'A'n menu, abtem

reau1alory rules tbII help or hiDdIr plfticullr firms. In this secUoa. we discuss the C':ODOmic

priDaples for efticia1t compciuon in dyraamic: a:III'k.ets.

A. TeltsprnmniratjOQS somperisism (:mohp", mb'DrId -"ices markets' is
deem. by finN c;QIIlMjnr on the W, pf ugiqyc scope Sfi9QQ0ic;s

Telecommunications bu alwa)'S been dwacerized by ecoDDmies ofjoint production. or

s:ope ecoDOlDies. Wi1h the COIlVqcace of iDdusttics - teJepIaoDy, infomwioa., etC. - the

imponance of scope CCODOJDies is eva erater. For example, AT&T his recently Wluired

McCaw. which provides cc11w.r .-vices, mc1udiDa voice met!lljnl~ Sprim bas formed a VeD1\JI'e

-.i1b major cable 1e1cvisioa firms. CId \\'u me hip bidder at the l'CCCDIly c:cmc:luded br0a4b1.nd

pes spectrUm auction. Oearly, altboqh the BOCs ha"'e JODI posses.wil economies of scope.

other competi.na finDs have Ibcir OWD unique ec:ooomies. To provide the Jre8IeSl benefiu 10

consumers, it is euemilJ dw an firms be able 10 employ these ecooomies. Tbc~u of this

t)-pe of campetitioD are lower prices far comvmers aM Fea1&I' availability of 'DIlNI servi~ in a

Umely falbioa. MMues _ UDduJy remiCt the empJoymcm of scope ecGuomics, SYCh IS

ODClOUI IIrUCNr&I~ requitcWCZIIS, will reduce ~ bmefits from CODlpeUUoD and bum

CON'wm.

Ecoamnjm are ,1OIC to .manilDOllS in believing thai, wbeaner feasible, effective

CO'm;ktitioD produces results superior to tbaIe of COqftbeDsive economi, regulation. The

po..w bc:adts of izDrodurizJa competition imD reauJated markea l=erally arc of t\\'O major

'Frost" Sullh:1Q. U,S, ypiCjl Mcmaing SUYicc MNim,~ 51'72-63 (Dec. 1(94).

~ATA. 1993=94 h\lSCIlQ!!l!miSjlJjpDS Market Revi,w "'" fgrecast 171 (1994).

·4.



kiDds: J:DOYiDg prices into cloaer corrapondeace with economic com, aDd dynamic:

improvements ~ productive cfficieacy aDd in product or service offeril:Lp. Competition ~i11

conccnttIIe 011 me seMca wbosc prices are held a!»VI marPW or iDc:rementaJ com aDd tend

to drive those prices dszD 100 the ecoDOmically ;nopcS' IDd efficient levels. Compcti1ioc also

t=ds - ualess it is·cSistanm by n:platica - to improve the efficiency with which SU\ices m

provided. by wecdiDa hi8b-c0ll firma out of!be market aDd by cxcniDa pressure on the survivors

to improve Ibe quality of' tbair ofreriDp IDC1 to be Umovative in df:vclopiDa and offcriD& DCW

.-vices aad JCI'Vice c:ombjnmons. Thus. telecomnumicaDoas rep1arioD Ibould allow fums to

employ their ecoaomies of scope 10 tbIl Ief'Vices am be produud II miaimum~ &Dd should

allow these firms to be free to imroduce innovative services which cra&eS Jarae iaiDs in

ccmsumcr wcl.fare.

m. BOC PaniciMigp in tbc Enb'nrl Smi"' Mar'" Hu Led to Lower Prim and Otr:pr
Osm'

soc pIl'tic:ipcioa in the enhanced WYices market bat becD loocl for CONAII:DII'S.

Coasllmcr wetfare iDt:rcu:s wbc prices aecr... In d:Ie wiele ml ffiP. IICnices tepII&DI..

which is me primary~ of c:um:m SOC pII'IicipaDon. prices have dccrca* silDifiClDdy

s:iDce SOC tzmi'.. !be raDII of lbe price decrease bas bea1 from about S30 per month in 1990

too S5-15 per mom:b curreDZ1y. AD ",iriOD&l iDczase i.D COalU"," welfare ariJes wbal a DeW

prodw:t is offered to a sepMn' of CODIUZ:DaI for The first time. BOC su=css in oft'criD& voice

IJM"HIin. to the "mass 1DIIbt" olnsidCIItiaJ and small busiDl'l' cuaomcrs bas beeD~.

Over !be pill 5 yean SOC Jllblc:ripQcm haft inaeued &am CIICDtially zero .0 over 6 million

subscriptions.s Growth for me rest of die dec.W is forecast It uound 12 pc:rceDt per year. No

amicompctiuve efFec:t bas oc:caaaed ia YOicc mes-Iina or odler ~amrnlS of the cnbenced services

mariceL 1'hu, BOC panicipllioo. bas bel pro<ompetitive ad bas inaeued coasumer we!&rc.'

s..voic:e MewPDI," Ielstvm. Feb. 20. 1995. It 23.

"or BOC -.ry to have III wicoaapelitive effect. output would need to be lAm thaD. it
would have beeR it me BOCa bad bea JlIObibited from~ No pcty caD Mrio\llly
claim 1bal ouzpul would haw been hiP. wtthoul BOC plfticiJ*iOIl- Eft'ecu on individual
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The regulazory road for the BOCs to pro..-ide enNmced services his been lODg aDd

umuous. In 1981 AT~T applied to the FCC for permission to provide "Cusrom CalliDl II"

.mea. wbicb· iDcludecl voice mrs,.m.lln'iccs,. OD aD uatepmrIlCl buis.' However. the FCC

rejected ATAr. rtqUISL SDbMqUillt to IDe FCCs neptive dleisioa. me ModifialDoD afFinal

Judpnent (MFJ) \\'a1t imc effect !be BOCs were prohibited from providiDI "information

services" (which bad a very similar de6Ditioa to the FCC "enhanced service" ddiDition) UDder

Section neD.] oltbe MFJ. The combined effect of me FCC deeisiOD.1Dd the MFJ caused "O~

ml""aMa DoOC to be offered 10 reMemial and small bt"izw' asomen by me SOCs.

1"bII followiDa evmu tba tnIDIpired which penaitted tbe BCX:£ to offer enhanced

(iAfomwioa) services:

1985: The FCC beIiDs Cemn'S m proceedjnp wiIh U emphasis on allowUla BOCs

to provide mbllrAd scrvic:es subject to DClD-suucmral saiquIrds.

1988: (i) Judge 0recDe IUIbariza BOCs to provide "a-way" iafonDlDoa SCl'\ices

(wtUch iAcludes voice 1IIeII'liDI UDder tile MF1).

(ii) BOCs file ONA pIIms desip:d to IUft eomperitors me <AmpcabJy

Etficicm 1DIercoDDICUOD (CE!).

(ill) FCC beIiDs approviDa eEl p1IDI to allow BOCs to provide indi\idual

mba"CA'd Iet\'iccs OIl • lI:NCl\nlly iDIepau=d buis.

1990: (i) Nimh Ci:euit iti eM Cggv;nc m to FCC.

(ii) FCC auIboriza BOCs to CODIiDue to provide eDbIDl:ed services on aD imaim

buis Kcardiaa to CEI p&Ds.

c:orDpetitcrlll'C "'lIDed iDIo the CJYen1l measure ofoulpUl when • CODSUlDef welfare ca1cWation
is daDe.

'ArAr had. alJady -peel.ad bep to iuaLU me senrices 00 aD UDrepII'aIed basii prior
to me FCC's Commg II dedsiaa. wbich required~ lepU'llion.
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1991: (i) Judp GrecDe removes iDfcmnatioo services raaietion lOWly.

r~} FCC issua rez:DID4 order TI) alLow s:cNaW'&l i.DtepatiOD of BOC enNnccd

IeI'Yices IDd apptOfti fiDI1 SOC ONA plms.

1992: BOCs bepl otf'eriDa iDSepreci eQhart:ed services UDder ONA plans.

19M: Nmth Circuit IIIi.D mnands Computer mto FCC.

1995: FCC autborizes BOC£ 11:) comiDu.e 10 pfO\ide mbancwi sa'\'iccs u.Dda- w CEl plan

repn-.

From aD ecooomist·s viewpoim, d.1is reiuJazory imbrOllio his CI'C8t.ed siaDifiClAl social

COlES. M we "'ill discuss in the DCXt aectiOD., consumer MUire woaId have bela sipifiClDtly

hip if BOC voice IDCSSIIiaa scrvic:cs bad beeD offlnd IOODer. FurtbenDore, IOvemmcat,

manapmem. aDd lawyers' time ha bleD spct debciaa the i.uue of muctural separation for

a-rly 20 y..-s. A rational CQIl-beDcD\ malysis~ _ me beaefit to couumen of

baviDg BOC enhanced IIrViccs avlUable far exceeds lIlY poaible COIl _ hypo1bctical1y miIbt
arise. Indeed, we quantify these potIIRial bccfits aDd to. in the DIm sec1iODS of this paper.

As me above repJatDry~ demoDsnIa, tbe by daIa .".. 1988 aDd 1991. wb=

the MFJ resrric:ti.oDS wae removed IDd me FCC decided 10 aUow BOCs to offer m.~

-=rvic:cs on a SInICQftlly im.eIraed bMis. aepmina in 1988, penAiD8~ of fiDa! ONA

p-' 80CJ WIn pcrmiued to of&r specific mtwred services 011 a mucnnlly imepued basis.

subject to FCC approval of eEl pllas for tbose services. The FCC WD.Dwcly approved bluUt

audJOI"iza1ioa far BOCs to o~er """'wwd ICJ'\'ices wimaur. a SU"UCNIa1Jeperalion requir'ea:cDt iD

1991. Thus, we COD'ider data &om 1911, J991. lAd tbr: moll curnm cWa available to aalyte

1be evolulion of cbe mbuyw! IeMces lDIIrket.

0vcalL iDformcioa ..w:. arc .. lll'lt I*t of the t!.S. ecoaomy. with ecimJlfd

IWWDUCS of $135.9 billion. AocordiDa to the Commerce Depanmcm. information services is
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"ImODI m.: fuIest If0wiq sectO~ of the economy...• Some of the 1JrIest and most

sopbisUcazed~ in m. u.s. partiQpa:. in this 5eCIOr, inc1udina GE, AT&tT, MO, IBM.

San. Micraeoft. TO, TIlDe Wamcr, lad American AirliDcs.

The iDdividual .."..'!tS of 1he iDtormation senice iDciustry, all of which use telephoDe

1iDa as ~ll IS om dimibutioD media in vary1.D1 ways. Ire a1Io mrhiq. Enb."CA"d

(iDfonDllioD) .-vices have groWD IS percem a year siDce 1991 to reach aD estimated SlS billion

in 1994. Some 65 pcrc=t of' tbac .-vices are delivered OD-liDe, widl1hc n:maiDdcr c!clivered

oa CD-R.OM or using wfzelcss or CICber dimibution tedmolosies. Dara processing aDd netWOrk

services uc IDOtbcr sqmem which his pown by over 14 peftICm. yar~ 1991 to O\·C!' S50

billioD by 1994. This sepwm iDcludes IllVices NCh u aectit cud 1UtborizItiom. dasa entrY,

payroll proees'in,. clectroDic mail, md elecuollic daza imIrchIz2Ie. Lutly, axnpmer professiocal

services have crown by about 9 pereem a year to reach $65 billion in 1994. This sqmcnt

iDcluda SYStemS imeJrUiOD .md coDSWtiDl services. Thus. DO amicompetjtive effect of SOC

eDU)' into information services bas occumC. Ove:rall, the market continues to be very

campltitivc.

The market seamcm for enhaved (iDfonMlion) services is piftiaalll'ly rele\"U1t heIe since

tbis 9C11D=t iDcluda IDIIIY of the business ...."bic:h the BOC. have altered. This sqmeDt,

iDcludUJa on-line d·tlbeses, value addecl DeIWOrk services, ,,'Oic:c maRlina, IDd elecQ'Ollic mail.

srew from $7.5 bIDioo m1911 to 510.2 billUm in 1991 IDd kJ 513.6 billion in 1993, wbich is

the last avaiJable daD.' MIrket powm in 1993 was 16 percmI. which ....'U hiahcr thaD the year

before. The marbt is~ to mawn tbal rare of powth for the next few yean. 10

Value added uerwork (VAN) services have pawn from SO.S billion in 1919 to S3.4 billion

in 1993. Subscribersbip 10 all vidIota pacways increased from 715,000 in 1911 to 6.3 million

'U.s. Dep't, of C4mm-ce, Jft! U,S, Ip4ysgja] CMlook 2S-21 (1994).

'lS, 1Mnmiel Oytlqok: 1990 • 29-2, 1992 at 26-1, 1994 II 25-2. The Commerce
~ diIocoaIiDuecl1his pubIicIDcm in 1995.

101m U,S, Igstvmjel 0yt100k 2S·2 IDCl 2~7.
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in 1994.11 EIec:a'ooic mail bas become widely availabk since 1981. E-mail subscribership bas

pown from 6 don in 1919 to over 13 million in 1993.1
: E-mail revmues inaased from

$574 milliOll in 1919 to $740 millioll ill 19911Dd an estimated 51.2 billion in 1994. BOCs have

DOt ."'Uwf IID)'thiD& rc:mou:ly close to a domjNDl poIitioa in 111)' of these mtvmrt:d market

-amaDo
Similarly. 80C emry iDle me voice memaiDI maIbt tqmIDl bas led to lower prices

lad hi..dcmaad. Betwea 1989 IDd 1991, users of voice memlina CPE more tbaD Qoubled.

from 5.3 million to J1.6 mjUjaa., aDd DOW ICCOUDb for S1.3 billion mnually.1J The o....erall

voice mesA~DK market~t ife"" from S66S million in 1989 to 51.1 billion in 1991 and

S1.54 billioa 1994. Forecuu of futme srowtb ha\"e me market cloublm, to over S:; billion by

2000.14 FOftQsred annual IfOwth oYCf this period is 12 pccem. Thus. OmpUl bas expmded

rapidly in the voice mesmging market sepellt which demoDSUlla me pro-competitivc effects

of chaqes in FCC aDd MFI regnlatjon

SiDc:c 1991. prices have decreued by .so percal for mac voice '!""MPI equipma1.

Equipment improvements such u voice mauging boIrds for PCS have beco~ Widely available

• relatively Jow COlt. Thus. voice mesePI equipmem coarmlill to ptacc a significam price

consaaint on aerwork.-basccl voice 1Dt'1JDI services.

Prices for voice mesvciDI serYlC&S have decreued sread)' since BOC cmry into the

market~ Frost aDd $u11iYm ... that ill 1990 the awmae momhly fee for ""OK:e

IDMMlinl wu j_ UDder 530. By 1993 the avenp manthly fee cIecI-.d by about SO%. or

a decreue in price ofover 20 J*CIGl per year. Frost aDd SuUiVaD mrib\llcs Ibis "dnmaric drop"

in prices to the lI'owth ofa more cc:apetitivt market. drive by tbe lower-priced voice messaaini
offered by the BOCs aDd tbJ U3de~ LEes" By 2000. Frost mci Sulli\'1D pndicts a funber

"Bgtwp QJpbc. J-. 14, 1995•• 61.

12}990 v,s, 'nsbasria! o"IW 31-4; 1m u.s. ImlucjaJ Outlook 29·'.

''NATA. 1991 Ie''9PP''D'miepops Mlrkm IWjew eM fPT'SfS 135 (1991); NATA.l22l:
94 Iel!l9O'PllU1J1isations Marker Rcyjcw ""' Fotec&l 171.

l~ATA, 1993=94 IelccmpmupjSNiopa Market Rcv'" epd forecast 171; Frost &: Sullivan.
U S voicc McmzjPI Scryjca MUm.~ S172-63 (Dec. 1994).
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decreue i.D the averaae fee for voice mauling by abowlDOfher SO percent (pp. 3·10 to ~-11).

R.eprdiDa cumat mKbt coadiUoos. Frost aDd Sullivan reportS tJw:

"Today. m.e llellL1lDClO'W providers of voice..... scnices in I hiPly compcQUve
mm.. TbI CiIIZ~ of tbe BOCs aDd iDdepadcm LECs in the We 19801 c:reare fierce
coJDpClCiUoD (or the 1oc:aIIreJjoul service buraus....Tbe RHCa aDd indcpeDdent LEes
haw deYcloped me relideDtiIJ eDd-user market. wbich previously had lirllc izm:mt ill or
kDowied&e of voice "'"Apa.· (p. 1-4)

Lower prices. izJaeaIId compeftao.lDd deveJopmem ofaaew JMI'Ut sqmcm have been

tile result ofBOC eaay imo me voice !DeI.p' seamat of eM enbene:cct SCI'Yices market. All

of tb:sc outeomes lead to iJM:z'c:ueci CODNDer' \\'elfare. This pro-competi1:ive OUICOme SWlds in

swk ccmrut to FCC aDd MFI regu1arory poliq in the early aDd mid·191Os wbich led to an

abw:nce ofBOC puticipllion in enhm:ed service markeu. Consumer welfare was 1o"''U aod !be

ecoDOmiC efficieDcy of the U.S. ecaDomy was lowered by tbae miJauided re;uLtJory policies.

Thus. as we di.,.II1 below, 1be FCC poiic)' of stt\ICU'Il iDIe~ II3d removal of the WI

rellrictioas 0J1 iAloftUlion Mnices provision by BOCa _ led to • sipi.6c:aDZ iJJt:rcue in

CODSmnCr we!fare which CMily exceeds over S1 billioo per yar.

We fiDally observe mat me voice messqiq~ is very UDCOnCcmmed. The BOCs

aDd GTE coaabiDlci ac:coUDt far abouI ODC-sixth of voice tQHMainl reveD\ICS combined.

However, individual LEe m.uka sbares are awch lowet'o BOC matket sban:s for voice

m"1llina seMces rap from al'OUDd 6 pm-.eDl for Bell Adutic. BcIlSouIb. aDd Pw:ific Tcle:sis.
to aboUl 1 pacal for NYNEX. Comped.tioD conDDua to be very moac far voice ......."1

CUltDmcrs, with both JerYice prices ad equipmcm prices decreasiDc 1% I mpid laC.

IV. Cgmumc Wslfm fcpm New Iel'F9'Pm yniwiOAS Scryiqs

A. Ibc Frmvnis Ipmprprp of New Idecommygiqrims Ssniccs
Jt.eau1aIory reslric:ziou wbicb II't dcsianeci to faciliwe c:«a;lCtiticm may 0_ have a

potentially much l8acr DePbve effect OIl camumcr welfan: which cazmot be iporeci: maictioDs
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OD the i.DIrod\ACtioD of DeW Sood.s IDd services. l' (Ansider the imroch.laion of I new

te1ccommunicuioas seMce which is DOl prnmtJy available - call it home distence leamin& over

personal comparas. 1'bc dc'll"nd for such a service will exist, u will a demand CUI"f, which

is a schedule of quamities which woWd be boqlu at eacb "DOD1hly iCl'Yice price. _ Fiaure 1.

At lower prices more service is demlmctecL but eVeD II: quite hiah prices some demand remains

from people who value me ICnicc q\Iite hiablY· If1he service were offered &I price P, in Figure

1. all tboII iDdividuals wbo would have paid more tbIIl PI receive '£be cli1fcrmce bct:vv-een what

tbcy v.'OU1d have paid lad wh!.1: 1bey -=ally pay in iDc:r=ned~ welfare. This added

VIlue is cal1ec1lhe ~DSUmCl'S surplualDd is me area labelled A ill Fipe 1. COD5umer's surplus

is a dollar measure of iDaeated coosumcr welfare. _ is a.ImoIt universally KeepCed by

ecooomists aDd polit)" mak=s ill valuiDa me eft'eeu of ecoaomic policy.

Now suppose because of repJaziOD maz home distIDce leamiDa is DOt offered. For

inIIm:c. if SIZ\ICtIftI separaDQIl is required., the COSl of me BOCs P'Ovictin& home~

leamiD8 miahc well be sufficir:m1y hilh thaI. at prices which would be cbqed., iDsuificiau

(',ODIum" demlDod would exisI r.o make me ecoDOmic TelUnl CD !be inVetal1alt hi&h c:DOuJb, to

jUSlify me iDvllaUftL" The home diIIaDce leamiDg appJieaticm would then DOt be offered.

No marter bow mucb an ind.ividual is wi!line to pa~', he caDDOt buy me home diRlnce lQD1ing

ser.icc. IMeed. the J'rice mi&ht &I well be inf'inil)' bec:a"p DO ODe can buy cbe service. If

. regWalion is cblqod aDd the 5e1'Vice is iDIroduced., me price decreases from infinity to PI' To

mC'SW'C me pill in ec:cmD.mic welfare. we use the cbaDF iD price &om !be "virDml or reservation

price" which~ =0 dcaJand, price P2 in Fiaure 1, to the price that will be cbaraed.. \\'Mch

''Tbc ~Ifant eff'cc:& ofdelayed _eduction of new loedsor -w:es bas DOt heeD considered
in !DOlt IIIIir- of me ecoDOmic efI'Kts of rqulatiQD. S& w.. P. JoItow aDd N. JloIc. "The
E1fecu of ECOIIlllIDie RapWioD." in R. Scbmal=- ad It W'1llia. BmW of 1A4uprial
<)'rw;zwjsm, vol n (1919) for a review of the e!'ectS of rqulaJiOD..

I~e tbt davnd curve ill Fipre 1 dc:moDsrraw tbIl same comumer demud woukl exist
lm1eu prices bleame quite hip. II blp Ilrices CUlled by bi&b COlli etemaM may not be 1Il0.
to cover lbe fixed casrs of prDYidiDa me.-vice. Fixed C08S of pro\idiDl mb,nce4 servica are
almost always • larae compoDeIIt of m. overall costs of providiDa me aervice.

- 11 •



is PI in Fipre 1." The 1arp chaqe in price v.,U lead to a larae iDctease in etODOmic welfare

10 loaI ~ sipiftClDt demInd exiss far me~pr~ or Iel'Vice.

1'be ecmnmic: Ibeory of the valumcm of new aoods was dcve10pee by the Nobel Prize

wi=iDa British ecoDOlllis Sir 10bD Hicks in 1940, !n recent papers. Hau.smm funber developed

the m.ory -.1 his applied it to meaurina the coo.sumer welfare cosr of the delay in the

inuoductiOD of cellular tdepboDC.·1 We will rust apply 1be theory to the case of voice

"'"'Ilina, which bad I delayed inlrOducQoa of &pproximltel~.S·7 years, to d.emonmue me 1I.'1e

potemW losses in coasumer welfare from replar,ory-e1llSed deJays or ~ pemument

postponement in the introduction of DeW te1ecomm1micatioas eenices.

B. CO"IIPE Welfare 1m" fmm tbc PcJay in Voice Mae,",1

Voice roeselina usiDa cemral oftic»based telepIxme tee:bnology WIS sufticicnu)'

c»velopccl to beam operarion in the arly 1980's in the U.S.I' As noted. AT&T applied for

permission with 1be FCC in 1981 to provide ·~.om C.amna II" IIMces. wbich included voice

memliDa services. onlD umepmzeci buis. However. me FCC rejedld ATAT's request. maiDl)'

because of fan of cross suhIidy.» AT&T had claimed at it would ooed co redailJl its

oerwon: equip.mem to provide me 'liDa on a sttuctUra1.ly scpuued basis. but the FCC rejec1ed

the claim. AT"'1 swed mar a reda:ip:c! system for srruc:tUral scpan%ioa would take Ihree years

to imroc!ucc, IDd Ihe addi'Cioaal COIl would be NbNntil1. The FCC decided~ since it was

..technically possible" to provide snc:NraUy sepcaa:d voice mea.aiD& AT&T would not be

''For ID~ of me tboor). of me va1\1oUion of DeW loads aDd exlCDSioo ofDe tbeor;'
in a aoo-repIMed COGtm. ICC J. -Henman, "ValuatiOD of New Goods UDder perfect aDd
Imperfect CoIIIpeIitioD," MIT WodciDI P.per (JUDe 1994&).

''The pIpCrI are J.ll Hicks, "1'be Valualion ofthc Sociallncom&," F&mmtie Joumal (1940):
H'PPMD, 1994a. PA cit.

'111 JLf. R.cy, cd.. Epsi'WP'iM and Opm&ioQS in the Bell SV'SD (1983) for an early
dacripliOD of the dnelopmem of AT~T's cUS&Om calliDa 1C'Viccs.

20AT&T PeatioD for Waiver of Section 64.702 of me Commission's Rules aod R.eplcions
'11. II F.C.C. 24 l (1911). TbI fCC recopized the prCICDCC of ecaaomics of scope io \"oice
"'"I'lina <'11) but feared & "slippery slope" that would crIMe rep1atory wanaint)',

• 12·



allowed to provide it OIl In inte;nrcd basis (~53). Extra economic com due [0 SU'Uctural

~ bad only a miDor role in me FCC decision. Sublequast 10 the FCC's DClmvc

decision. the Modification ofFmalJudpneN (MFJ) wen into eft'tct The BOC£ were prohibited

from providina "iDformatio.n.-vicaa (which hid a very similar dc1iDhion to the FCC "CDba=ed

1Cl'\icc" defiDiEion) UDder SectiOft n.D.l of me MFJ. The combiaed effect of me FCC decision

aDd lbc MFJ caused voice =-lin. DOt to be offered to residemia11Dd small customers b)' the

BOCa.21 CompetiDa SC"Yice providers cWl DOt offer voice ","Slains ~s. despite their

previous claims mat 1be eq\liJ=mr alzady existed v.1Uch would permit them to offer the servius,

aDd cksphe me FeC"s belief that cnmr«ina service providers would offer the ter.ices (~IS.

'103). l1ws. residmlial aDd small busiaess cuswmm did DOl have rhc opporami~ to ~h&se

\.'Oice messaaiDI services.

In March 1988 Judge Gr=:De auIhoriud !.be BOCs to provide nnsmissioD (but not

CODteD.l) bucc! information services. A.IJo in 1981 the FCC beau approviq compillbly c1!ici=t

iD=coDDCCtion (CEl) plans \\'hich allowed the BOCs to provide mdividual mbanr.ed services.

suches voice masegin;, on • macnnUy int.egrUCd basis. These chIDps in rqulation permitted

the BOCs to beIiD to off'er the voice au: '&iua 5Cr\'ices they bad oriainallY pelitio_ the FCC

to pro\ide in 1981. In practice. me BOCs bcpn to otter voice man" services in 1990.

0cm8ad growm for voice mes-amS bas been mremely rapid. wim cumm BOC subscriptioas

It about 6 ailllioD cuomers. Clearly, me dc:mJmd for voice mn_ains exiDd in me U.S. in the

1980's. The lecbDolOl)' 1110 exiJled to pami1 voice mau,;"s to be offerecl 011 III CCODOm.ieal

basis. However, the combiDaliOD of FCC rcsulatiOD aDd tbe mtomwiOll services prohibition of

the MFJ delayed me imroclucUQIl of voice mt'Uaina services in me US. for somewbete between

S-7 years. We now calcuWe 1he effect OD consumer welfare oi~ dclly in voice messaging

services in the U.S.

11ATar b.s told me FCC m. it would DOt be economic 10 provide voice "DAlP"a senic:es
OD I SVUCUI11y IIpInI8Cl basis. but me FCC rejected lba cs.im. Medivm lad larae bllsjnesvs

were able to \lie voice D""HSiDI scrvic:cs throuah their int&ml1 PBXs. Thae PBXs offen bad
ememel}' similar deslps to lbe e-sza1 Office S..iu:bcs (COS) used by the 8OCs. G.I& the
Normma Telecom switches. However, me BOCs ..ere prohibited from usiDa1heir COSs 10 offer
voice messaPI senices to their c:uJtaa:tcn due to FCC N1es aDd the MFJ.
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In 1994 LEe voice masplina demand in tM C.S. exceeded 6 million wbsaibers. Voice

as...in,. aioDa 'Alm em-liDe infomwiOD senices, bas beeD tbc: arat success SEOr)' ofc:nbancwt

sel"iccs offend in the pullS yem. 1'bel\'Cllc moatbly price ofLEe voice mesaama ser.ice

in 1994 was approximately $8.00. We DOW coDSider loSt well_ asking me Q1JCSUOD of ho.....

much voice lD"'t'llifta would bave beDefiud MaMmas in 1911 iftbe FCC aDd MFJ delay hid

penDiacd voice masaama to be imrodIad in the mid-191O·.. lDitially, 'o\'e wilJ ,","De thaI in

1988 voice mew" would bave ~pJjsbed me.ae~ peneuation at me~ price

in 1911 U it ICtUally did in 1994. To make the ca1cuWiOll COft'espoDdini to fiawe I, we use

me est:ima1e of the voice mi.'" dtrmand curve. described in AppeDd.ix A. The main

parameter oCme demand curve is the esrim-ed price elasticity of -1.10 (SIIDda'd error· 0.31).

To make aD ex.act estimIZe of me 10Sl coun:ner we1flre we use the formulae which arc gh'en in

AppeDc1ix A to this paper.:Z

For the iDizia1 C&SC of similar demmd aDd J'lice in 19U as 1994. we csrimert the loa

CODSUIDCI' welfare to be 55.7 billion (IA c:urreDt 1994 dollm). Thus. eIdl residal\iaJ aDd small

businesa cuscomer lost approxjmetely S44 per year in COISI:DCI' ~!fare for each year t1w voice

maupa wu delayed. wbic:b demOllllrlMl the exilemel)' hip com of~ delay in the

im:roc!w:tiOD of ne"" telecommUDicmoDS services. Note that me CC:OllOmic efficiency loss so the

V.S. CCODOaly wu eYeD Jaraer thaD this Cl1c:ul 'riOD ofSS.7 billion ...... the ca1cuJ.aQOD i,aDores

the contribution from voice mesaF"g services to the joint tad common COlIS of me SOCs tad

the funber etfect Uw the coDlribUIiaD baa in decreaIiq otbIr teleconmnmic:ll:ioDS priees.;) ~

delay caused by the FCC m.i MFJ probibmon COlt each voice ,.".",.ma user on a\'ftIp about

S946 usiD& oaJy!be lOSt~'s surplus.

Now suppose thai the FCC bad DOt delayed. but iasrad bid I1Iowed the BOCs 10 pI'O\icle

voice: !DC" tPa service in 19U OIl an imcIrarcd basi.s. For illusnrive purposes. suppose Cw

~ bad heeD bi&h!y imperfect end that the BOCs bidi~ competition. We ~ilJ

=], H''''P!''" ·ExKt C4asumcr'1 Surplus aDd nc.d~ La.." A_CIA Economic
Review 71 (1911).

DIn !Iel. lhc: FCC's Nics ·over alloc:aae" c.enaiD COSti so umep1aled services UDder Put 64
accoumiDg rules.



asume in m.is scenario that price woWd have been hilher by SO percent, corresponciin& 10 an

iD=euc from PI to PJ in F"1I'ft 2.~ Counmer's surplus would dcc:eue by S229 million.

However, the FCC feIUlatDrY deJay ad the MFJ probibiUon IEi1l COlt ccmsume:rs 5S.4 billioc in

1011 welfare in 1993. Thus. Me c:a1c:Wacions. which are summariad in Table I, d.emonscme

the veT)' larae losteS ill~ we1fIre causec1 by rcp!asory delay ill the i.mrodul:tiOD of new

ioods.

Table 1: Esrjzn·rect LOll Coasumer Welfare ill 1911 Due to Voice MesuJina Delay
(1994 Dol1lrs)

SNmllriQ
1. Similar to 1994
2. Hisher price

P=cgcjOP
1~ lewl
1994 level

LOM Welfare
SS.? billion
55.4 billion

As the estimates in Table 1 cllDmJlJ'lll, rqpa1atary dcJay or recuJazory prohibiaons OIl

tbe imroducIiaD of MW IoodIIDd .mea ill me U.$. ccoaamy CD ba\"C aD especially 1arIe
nepUve effect OD ecommic wel&re. BWiODl of cIolJln of loues to tile U.S. economy CD occur

for each year of delay in the iDI:rociucUon of a DeW sc:rvice wbidl CODSWDm will vaNe and

purc:hue, oaa: the service is~e.

This resuJt foUo'4'S from aD deme&GIy priDcip1e in microecoaomics dLu, even in the most

CX1mZ1e ea., a mooopolisl createI 1ipifiC&t CODl'PDrr we1fIre whIIl i1 imroc::lu,ccs a new iood.

The eccmomic raIOIlic& is III irApol1aDt factor in the result tbat pams are awa-cie4 for 17 years.

In the CmmI% sit\wicm wbme IInICUII'Il sepG'IZiaD may lad to me OUICome tbal Dew enbanccd

services are not imroduccd. the result could well be biWoas of do1lln of lost CODlUJDCl' welfare

&DC! eva greater loaes in eeoaomic eft!cieDcy to the U.S. ecoaamy.

~Ofcoune, this bypolbllic:a1 O=ODle wovJd have bem IXIiCLili:ly lID1ibly liveD me possible
SlIbstiuion of CPE·bueci JUbltitma tbrouIb eiUaer PBXs or home usweriDg machines.

- 15 •



c. C9IJ!U!DG' Lopes from Delav ill IeIPmmHPiC"igns Smicq
Ngt CwmMIv BsiPI Offered

FCC ADd Slate rqulatiOIl \016- \\;m the MFl prohibition aD "mcidema1" imerLATA

.-vices. "" iDtcrLATA scmce uted to supply oa-li.ae senica such IS ,idoo=c or voice

",MV'a. bas deterred the im.roductiOIl of new teJec4mmlllicalioas services by the 8OCs.

UsiDa me. cumplcs of IQDlIO':eIIat)' res&ri~ons. we dea:toastzae tlw rqulaIory delay crwes

very large poraItialloues ill~ welfare. We DOW calculate me cost in CODSUZDCf welfa:e

of these rcguJ.r.ory probibilioas lad delays usiDa SUl'\'e)' da coUec:ted by~ PennsylVlDia PUC

IDd aamher M'VC)' C4Gduet.td by a BOC, SBC. We WIC me IBe metbod.oJoI)' to COIDpUSC me
losses in contUmCr welfare thaz we usc above for calcuWiollS for voice mcsugiDI. While the

fuNre prospectS for my DeW aood or service are~ these calM"ariOns dcmoDstrat.e how

larJe the losses are aaoss tbesc P01CDtW set\'iccs. If omy a few of the ....ices prove to be

successful. couumer wel1D in me U.S. will increuc sipificGIIly if me regulatory remiczions

IbM iabibit the iJlD'oduction of DeW ....iccs by me BOCs arc rcducecl or eUminmeeL

<a> rpn""Yri' PUC Swdy

We use data developed in a survey conCucred for tbe P~'lvlDia PUC in a 1993

smd~·.:.s '!'be study coDSidered bc=cfits to ciUzeDs of FeDD5ylvlDia from etpende<!

telecommUDiceODS SCYiccs. When."... calculate pins in ecoDOmic welfare. we do it on I

ualioaal basis usma me PtaDsylvaia PUC data to .make~ ecjmltM. We oaJy CODSidcr

enbanced. (iDfomwion) terYias wtUd1 were inclUded ill the PeDDI)'lVlDia PUC Ibady.

1. BcljWa' .CnsPD'C'

The m. MrVie. we coDSider is expeded iDformalioa services. These are the type of

IdvaJlced iDfcmDIEiaD ICn'ica which would permit iDcreued worldq at home. While the BOCs

lie curremly pcrmiued to provide some infamwiOD services, they are bampcred by fedl:ra1 and

GIlle rquluion. IS well • the MFJ. AboUl 47 pe:rceDl of me respoodenrs in the Permsyl\'ID.Ia

USa DeWa.e aDd To\lCDe.. D1UIMcGtaw Hill, P,"'lymjat"eisFgmmuni;ations
1pfzMn¥;ppc Spady, voL m~. 1993).
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PUC SNdy stIIIlC1 %bey would buy a4vIDCI4 information sen'ices, with the melD amount people

were~ 1Os-Y beiDa $13.41 per momh (p. VI-4I). Ca1culuion of the pin in ecoDOmic

~ from cae. iDformaricm ..w:cs is $20.4 billian per yar. EVen if me subIcril»don me

were only baIf IS 1Irp IS tbe SW'Vt)' predicts, me mcreuc in C4DSUIDCI' welfare would sdll be

about 59.9 billion per yar. Thus, die wel&re pin from provision of infomwion ICrVtces 'A'hich

would. permit iDCraIId. worma at home is suwaDally ....... dw1 the sam from voice

m""ama wbidl 'Ilo'e esrjmaced above, bot.use of the bipcr demand for these types of

worm,tioD .w:cs.
ADomer DeW service wbic:h received a bilh value from' COlllUmcrJ in the PczmsylvaDia

PUC stUdy is diJIm:c IamiD& end medical services by telIMmmUDic:aDODS. The amount in

iDcreued ecoD]IJlic welfare is ill me I'IDIC of 540 biUioD per year. Thlnfore, for the two

sen'ices from the PeDDtylvama PUC suady. the toW inacue in CODlUmCr welfare is about 560

billion per yee. OIl. per houIchokt basis the amoUDt is in the rInp 0(S600 p:r year. Thus.

imroc1uctiOll of~. teleeommUDiCltIiom services ClJITaW)' dI&CD'Cld or prohibilCd by rqulatioD

would. lead to a sianificam piA in ecoDOIDic welfare for lr.s. bOIlMbold.s.

2. San 8tW'FP Cualgmca

We DOW exmsider SCl'\iccs deliped for small- aDd m.uum·busilM:DCS. ~ote dJal we only

calcu111c me dizecI iDcrcuc in weUire asiDa the cerh-ed dem"'" for daese services; we cI.o DOt

exmsi_ welfare iDcreues from~ emp)oymcm or comperiti"eDeSS of tbeIc small

buCM'M' We calcw.: pW in~micwelfare using the derived _end apprC*b for these

telccomm1IDicIIons services.

Imaat amoDl small hnsiY$M' in .tvm:cd lClccomm.miQlioas scrviccs wu ~. hiIb
in 1be Pemsylvaaia PUC lIDdy. ODe -mc:.e tbal aa11 bnsiDases respoaded would be qwte

UICfal is dllllb•• ute. Tbnc~lie cnn.sisrem with peaty iJK:reued imeresl in u.saae of

me Im.1ael aDd OA-liDe ICI'Yicca JUCb IICom~, l.D the Pamsylvania PUC saul)', 68 pen:cm

rapooct.cl they wauL:! buy.the service at .. average paym&ml of 516 per month. lDcreued

ecaDDIDic welfIre from this serW:c is SI.9 billion per year; eYeD wim a subscription rate of only

half' of the survey respoaII. iDcrcaed ecoaomic: welfare would still be $4.4 billion per year,

• 17 •



(b) SHe SJydy

SBC~ a INdy in 1994 for aC\-anceC services. Here we usc 1bc results of me
SIC smdy. nc SBC INdy allows esriJrwrioo of discme d:Ioice models wbich we use in me
eouumcr welfare calcuJlDoDs. We fiad csrjm.tcs ofpiDs in economic welfare in a similIr rlDle

to the piDs which we eaimerecf above £ram the PeDAS)'lYaDia PUC StUdy.

M ID example of. IIIr\'ice for small- aDd medium-sized buhnesleS. we consider I fax

overflow senicIe. This senicl would I110w recepliOD of aD i.cM:omiDa fax meaqe wbcD the

b"siness' fax machine was in use. Wha the fax mac.~ ceases btiDI in use. the messele would

be scm to die fax meebiae. or it cau1cl be rerouted to • PC 'Nbicb bad me sofiwve to pennit

priDtinl of the fax. The pm ill cco.oomic wel.fare u measured by the derived demlDC1 for th1s

service is approxjmaacly SI.4 billiOll per year. Even if me sublcriptiOD rare were oaly baJ{ as

large as the swvey predicts. the iaaease in ecoOaollUc welfare would still be about $6&0 million

per year.

1bua. for both reidevi., conswncn aDd for small· ad medium-sized busjnesses. SOCs

could offer numerous new ICI'Vices ifme services were DOC prohibiled by !'CI'aJariOlL The losses

in eccmomic welfue to me U.S. ecoDamy UXI1 in me billioDs of doUirs per year. FunhcUDQte.

much of new job Il'0v.'th occurs in small· aDd medium-sized businesses. If t.bne busincsscs had

ad\~ telocommt.J.DicazioDi services. ~h IMDY tarae busiDnaes C\U'I'Cftlly use. small- and

meciium-siz.eci bllsi.zJessft would be more competitive. 1"be overall pillS 10 the econom)' v.'ben

the increased employment aDd merluad compecitiveaas 1ft: ICCOUD&ed for would likely be

sneral times l.arpr tban the bUliou of dollars ill lams that we have fCimetK

D. pgr,mieI J. jp Osher CgmymC'l Benefits

'The 1011III from delay or complele withboJdiq of DeW servica from the market. wbilc

c1arly the ..... COlI of~ve ........ODl. are not: m. onl)· bmn daae to CODlUlDm. The

U'IDd ill ceircommamKaDoDS IUIbu is for providers 10 offer a l'IIDIe of services in an imepated

fasbioa - 0Qe-1IOp sboppiq. lDded, a recem anic1e cbaractcri.zed current rep.1IIioD IS

auchroDistic in 1bIr it prcoveau custDmCrS from aeniDI services CD me buis thIZ they want.

- 18 -



"Amici all the rbemric aboul telccommuni~QS menD, you don't bar much abo~

bgndHna, But this poorly UDdentood rule hanrina cameo from peck'llnl equipmcDl aDd
llliffod .a'\o'ices uadIr • siq1c price cae is aciIIi iDczeucd lCI"IIIiAy from critics. who
call it aD~ 1'bey II)' bE the bUDdting rule is I recWatcrY srzai&htjacket mat
makes it UDDCCeSIIrily di&u1t for uteri to let inlepMeC! nctVtOrk soluzioAs."ze

While me men:Dtc to me bllndJiq rellric:tloD quoled above refers primarily to large busiDeu

C1mOIDCft, the aacral ~iple applies in all markets. By wkinl it more difticult to obtain

services, feIUlarioA CII1 c:auIe a rea! lou in coasumcr beDe61s.

Some iDdicatioD of the mqaitude of these losses is pl'O\'ided by consumer research for

ocher products. We 1ft: ''''are of smdies in which me ability to obIaiD MrVices from a smale
point of CODtaC:t is oae of the most important faculrs in how amsumm choose their

telecommUDicaliODS services. For example, a receJ1t BellSoum S1Udy jncfjeu,e.d thai the ability to

provide one-SlOp shopPiDc pve iDII::rcxchaDae camm (!Xes) ID ad\,antage dw is worth a

subcantiaJ proponioa of price.l'

1D .."mlry, while smaller dI1Il rhI effects of DIIW 1C\iccs. which acerare wdfIre

beDe£iu uw are a multiple of currem expcDdiuares. t!M! CQDvenimcc ofooe-srop sboppq confers

comumer beDeD1S thai are a lUbIwl1iaJ frKtioD of ~ituns. Masures wbich enificially

ccnmain the offcriDa of this c:onvemCDCe can be coS1ly indeed. For example, if the convenience

of oae-stop shopping is valued by eoDSUmCTS at J0 to 20 percent of price. which is a very

con.rvative esrinwe compcecl to fiDdinp for ocher services, tbe COIl to society of deD}'iDa this

benefit to 80C COD.S1Jmen would be ill the SSO milliOD - $100 million each year. -

~d1lobcle, "c.mer o.u Raile a BUDdle of QuatiOGs: Jipork World, Feb. 1995.

"Ttsdmoay of Anbur T. Smidl aD behalf of Sombem 8ell, Docbt So. 93033~TP (F1a.
P.S.C. July J. 1994). 11ais prd'acuce for ODe step sboppiDc eYeD CUIIacroa C\Ilmres. III a RUdy
of JipIDete COGSUZDCrSt we e«imered 1hu 1bc ability to obeliA c:a1Iiq SCI'Yices from a siD&Je
pIOwtcr wu WOI'Ih 1boul14 pm.- of me avenac price. Timo1by J. TIrdift'. "!be £ff'ecu of
PNlubsc:ripciOD IIDd Odwr AuribuIM OIl Loae-OimDce Urrier Choice... PreIilDtllcl at me Nmoaal
TeiocommUDiccions Forecapin. Coafereoce. Bostoll, MA, May 1994.



E. Tgral Cgmymer Wcifm um
CouD"'m IDd busir« IMS pin larae amounts of oconomic welflre with the intrOduction

of.,.." aoods IDd IIn'ica in 1bc U.S. ICODOmy. To~ the et:CIFf.M -Die COlt of*: prvhibiticm

ofiDuoduclion ofm- scn-x. by the BOCs baa DOt been --.lyzecl. Our estimates, summari.2cd

in Table ~ daDoasaa: 1bII1be m- to the U.S. ecDGOID)' are moll Jik&ly in 1bc raqc of SSO­

S100 bilJiaD per year. A wel!.m loa of this Iiz.e is about 1-2 perceaI of U.S. aross clomCSli'

prodw:t. The expcriCDCC iA voice "'""cinaR eeUular t.e1cpbaae scmce is beiDa repeated as

inunsred pmies aaempt to pin ID l4vca&e from probibiIiGD or delay of BOC provision of

DeW services. The loss to the U.S. ecoDODly is sipilicaaL~ Funbermore, the loss 10 small­

IDd medium-sized busi..-s, wbich provide • sWMnariaJ frKtion of~ jobs in the l:.S.

e=nomy, is a1Io imponImt. 0wnl1. continued removal of rqv.larory reslrictiODS on the

imroduc:Uoc ofan.' services will 1_ to sipificant pins to cxm.sumas, IIDIll blU:;DISSeS, and~

U.S. ecoDOIDy.

TabJe 2; EcoDomic Welfare 1..o1ICI Per Yar from Delay ill N8"N Scvic:cs

Raidmriel or ByajDSP W,1tpr Loss

1. Ad~uced iDfOl'malion Jl!l'Vices

2. Oiaacc lCll'ZUaa aDd medical

3. Oaabell access

4. Fax overflow

Residential

Raidc:Dtia1

BUIiDns

Jusiness

$20.4 billion

S40.0 billioD

S 1.9 billion

S 1." biUiOll

$70.7 bing per "w

1bebulk ofIbI mhered ..w:e revcD\IItS for tbe BOCs Ire JIDII'KICI by voice marpc
services. CurrcmJy, tbae.mea lie provided on III iDIepIed bMis wi1h om. LEe scrvica.

~UPD'ni 1994a,. em. ,it.., esrjm'Md tbat the cost ofdelaYiDc c.ellultr wepbooe services was
about S25 bi1Jioc azmually.
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We have esrimmed me inc:reUe in unit costs of "oite messaging that sznan1 scp&l'IEion would

impose from S11Idics performed by twO BOCs. A11bou1h these suxtia cmpioyed stpIl'IIC

&pI'I'OICha aDd ..unpriO"'. the caIClusions were qpanrjwjyely similar: S1I'u=n1 scpmzion

wauld iDa...Wnl COS1S by abouI 30 pacem.Zt Annine tbIZ me ...ices were IIill ccoaomic

to provide.'such cost inc:reascs woWd reduce ecow:>mic et&ieucy by at last AD avenae of S100

mjlliem per year.

A. Bell Atlwic
Bell Atlantic: complied caab flows OVfll a 10 yar period (l~ to 2004) for their CuzreDt

OpmDOD aDd for a SU'UCUI11y~ tubsidwy. BMed OD tbeIe cub flows. we estiDwe that

mucNral separatiOD woWd i.DcraIc !be COIf of enhtnr«l ...ices by about 30 pacem of priee.

Bell Atlamic expecu!haI szruc=a1I1p1aEiOD would haw two major impKa Oil revenues IDd

com: (1) esrablisbq scpanre sales M"nels wov1d dim;nish die etfec:tiveDess of the markcriDI

of voice mm.,mg. resuhiDa in. c*reue in volu:z:M re1aIlve to !be cau_ (Nttinns u USUI1)

~eftt aDd (2) addiUoDIl ODe-time IDd emaoiDI COlD would be ClllliJed in malQnl !he move

m1 separDa me operaDou, iadudiq iDcreued advcnisiq to offMI tbt loIS of III eftCcUve

mark.etina channel. Consequemly. reveDutS would dec:reue IDCl com would inc:reae. In effect.

the're are three t}~s of disecoaomies in me COst SlUdy: eapiul casu IbIl &Ie fIXed oyer the

relevlDl volumes. extra CM-Of-pocbI com Issoc:ieted with the separation. aDd rcducN

productivity in produciaa dJe outpuL

Our -.lysis proceeded u follows. Fine. we ca1cuJld1Dd the Dill pneeDt valucof revenues

IDd U>tal cases. u.siDa the FCC's~ rate of re!UrD 0( 11.2S pcrc:cDLJO Next. we

:tuDder dUrerem sea of -=Plioas. tile ecimltee1 COil saviDp from .mucmral imepazion
could well differ.

»rhc resWu are DOt vay lCIIIithte U> me discoum raIa. For example. 1M cblqes in the UDit
costs reponed below cqe~ li:aIe wb= a diIcoum rile of apacem is used.
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c:alcw.ed the COSt per unit of rncnue for each of the two cues.)) Tbc resuhs appar i:l the

table bcl~w.

Bn.... as IScpIrIIC Sub ChaDac
U.-l

PrIIIm Vahle of 5973 Million i$696 MiUiOl1 (28.4~.)

RIYeDues

Prescat Vat. of sm MUlioo I 5717 Mill1l (7.3%)

o.r'l
COIl1Ddcx 0.19 I 1.03 (29.6%)

1"be OUl.COlDC that cost exceeds revenues in the sepII'ItC subsidiary eate maDS that "oice

mnSIPi has a DepUve cub flow. Tbal ~ ifBell Atlamic were mild,s this busiDC'SS decision

mew "'ith a separate subsidiary requiremcm, the service migJu pot eyen be gffm The resW1ing

10.. to cURomas are larJe. as M previousl)' demoDstrucd.

B. us W§

U S W.'s SlUdy explicilly idaltUied me extra COlIS t!w SU'UC:UnI sepItIIioD ....'OUld

impose. 1'hae COltS iDclu4ed both ODe-time aDd oqoiq c:oD, bom of which are wmecess.-y

ifven:iA:aUy imepaIec! provisiociq remained in effect. Tbne Iddmoul costs woWcl iDaeue the

cost of rniwnd services b)' 30 peIC&lIll. as we dsail below.

J'Jece.. Bell Allalllic _ .... me...pica would prevail ill bodl c:aa IDd dial the mix
of WIice mps "ICI~ would raDIiD tbe same. die rcvaua .. equivalal to a quantity
iDdcx. n.etore. COlt dividId by mauae am be iIurprcted as a uDit COSL

»rbe "be-pm - usual- CMb flow iDcludes p&ymeDIS to me repaJar.ed PI" of me bnsineu
-- Pta 64. W. JaIIOWCl mae COlIS. becl1l1e they are nDSfer paymems, nIber bD tnIe
ilx:ae..'111 COllI.

~aca .. _ COllIS are lea ill Ibis cue, but thar ouqNl bas decreuect s~·
COiIIpIRd 10 Ibe bntinas u usual calC. OD a per sublcribcr basis, (avenae) COlt hu iacreued
by 29.6%.



u s W.'s stUdy ISS'med that muc:ura! separation ~"OWd require KCluirina and

equippiDa I DIW buildiq to bouse pc:r'SOImd that are cum:DIly shared wim ccber DQD-ea.ianced

.-vices. In additiOD., t» equipment DOW lowed in CCDt:'Il offices would have to be reJocazed

co new faciliaa. Thus. SU'UCQft\ ..-IIiOD produces IIr&c aDd measurable disecoDcmies of

scope.

Our approach is to qUlDlify me iJK:reued COIl camecl by arucan1~ U & fraction

oltbe revcwe US Wee expecu. We UK a 10 year ady me IDd a 10 perc:cat cU.sco\lD1 rate.

Because of dHfcrences in we 1rCatIDeDt....-e use three dift'crau cazegories of cost iDcreIses.

Carzjal cosss: U S w. arimea that reJominc~ pcrsoDDel to a diff'e:ct

bW1dinl would require S36 millioD ill oue-cime capi1l1 com. TheIe COlIS =-5' of equipment

(computerS. pboDcs.lDd the lib) mel fumiture. DepreciaI:iDD wocillCd 'Aim these cxp=ditw'eS

is taX deductible, but me capital ~'I tbemlClves arc DO~,.

III order for me com ..,..c;... wim capital to be recoveree!. the present value of pR-taX

rewIWIS wouLi have to iJK:reue b)' mcft dwl me prescm value of me capiIal expenM - while

1M deprcciatioD taX baefi1 recbaca tJ. .. of the capi1l1 cxpeMizllre, me flel thai this chmp

bu to be recovered in after-taX cI.ollar iDc:eaes the required revame by even more. We cstimaIe

tlw pre-wc revenues would have to iDc:ase by 141 million (in praenE val~) to 0«. me capiuJ

cxpcDditures.

Opc:l1mc hnmm: U S w. ""mates thIl SINCtUral IC))IIlbon would require 560

million of oae-cim.e "DKS. n.e cbIrps are for tbc mMI pm -..ociated whh me labot

required to equip me edminilfrMivc buildina (SI million) aDd reIGcate !be enhanced services

~~ oftile depNcilliOD we beaefit WHId J'eq\Iire dm.iled information on the
types of equiJ'lDlD' ad 1beir _.,.. icaa lives. M a simptifirarioa. 'We haw used snipt
!iDe deptlCialioa OWl' dac 10 yec ad)' life. AI I 10 percat diJcOUDt rue a4 I 40 percent tax
rate. me pflum value of Ibr: _ depreciation beDeftI is a.boua 25 pcrceDt of the c:apiIa1 cOS'.
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f&cilnics (SS3 million)." For tax purposes, these expenses ..e c1edue1ible in the yea: that they

lie iDaaec!. Thc:refore. revenue would need to incr=ue on a doUar-for-dollar buis to recover

IheIe cxpeD1CS We assume tbI1 thne oae-Ume expenses are iDcumd ill 1996. The pl'Cll:at value

(in 1995) is, 1baef'ore, aboUI S56 millioa.

Appyal Expenaes: lbese~ iDclude the lIJDualleue (or me adminisnlicm building

(513.5 milliQll) plus oqoiDc cxpeues reWed 10 the reloc.ared facilities (S18 mWion).l' The

present value of these cxpeoses over the 10 year stUdy life is about $194 million.

TogJ Com: 1"be prescm value of capilal. one-time, IDd oacoma expeases is about S:Z92

million. This is me sum of me JftICDI val\aCS of me CIpi1:al COlIS (S41 million). one-time

expecses (556 million). mel oaaoiZlIe~ (S194 millioa). Therefore, oqoq expenses

1CC0UDt for about !"4-o-tb.i!ds of the added com.

BsvsnYe; us West projldS 1baI cU.nced seniccs teVCIIUCS will JrO"" II a,. ofabout

10 percell enually throuah 1991. We extm1ed this rate to 1be elMS of OW' SlU4y period (2005).

The revenue projection grows from about $95 million in 1995 to about S2S0 million in :zOOS.

11:ae paeI1l value of tbae ft\IeIlUIS is abo1ll S960 millicm. Thus. the COIl iDcreaaes produced by

stnM:Ual sepn.ri.oA are over 30 pcrceDt of expected rt'ftIllIIS."

We view this estimare u ccmervlllive, becm. it does DOt ICiCO\II1t for me decreased

efrec1ivCDelS of J:DII'kcUD& under SINC'I\nl separation. Because LEe tJlUsiDess offices would n"

foaaer markel ",banc=d services. & cost-etfecti...'C sales eM"neI woWcl be closed off. Thus, U S

1$A )990 U S West scudy etriJnlrad dw the equipmlDl relocazioD expeues would be about
S44 mmim We bave iDcnued this esrim-' by 20 pelCCDl to I':COUIIl for iDfWion ber\\"eeD 1990
ad 1996 (me ,... ill wtW:h~ is ••MDeQ co occur).

MApiD. 'We 1dj1llled tile SIS million in IDDua1~ frcm me 1990 U S West smdy to
Ic:c:ouDI for intlmOl1.

"Tbis perwuClle is DOt \W)' saasiUve to the di'COUDlI'IIe. For example, at 8 perccut, the
ld4iI:iomJ c:osu are 29 pcrccm of ft'VCI1~ aDd 11 12 percem. these COlIS are 32 pa'CC11t of
rewaucs.



West would iDcur the Iddnioul cost of either iJw:reUinI marketiq cxpemes b)' employU1a less

eft'ec:tivc ...mmnels utJJor faciDa reduced revaluct over wb.icb 10 reccver the mer ..rei com.

VI. Summary eM Cgpsipsjpps

~ SIl'\ICUaI JII*'UioD for the BOCs' enhew:ec1 ~ioes would impole larae c:otIS

OD bom CODSUIDCI'I IDd Ibe~ '"aDrlves. New producu IDd senic:es 1118)' simply DOl be

offered to~ if sarueual IepU'lZiOD is m.pdpred The loa 10 CO''''IIN''S from

,,;Ibboldinc cud1 producIs caD well be in !be leas of billiaas of dollln IDDU.I1ly. Eva if the

products were still produced. casu would be hiIber, OD 1be order of SlOO milliOD lDDually (or

SOC voice mesM
" servicea. F"lDIlly. SU'UCUlral MpUIZiaD iDconveDicaees 'VoIIOmers by

deIlyins thaD &be b=efil of Ofte-SIOp sboppiDa. Such int.epWd buyiDc is • arowiDa IrIDd in me
iDdusay aDd C1IIIOmm, IS well u SOCs. me banDed by seJecrivcl)' wilhboldi.Dllbis ability !:om

me BOCs' CDbaDced MrYices.

In~ 10 me. clearly iclatifsed aDd -ae Ic.es, me benefus 10 comperi1ioD from

repl'Cinl~ safeauInIs widll1nldUral sepIaIiDa. is problemerie The robusI mIl'kcts

for C"'banAd .mea SU'ODIb' ..... _ Udicompailive behavior is tbImr... the ONA

processes them"dves seem to be C'QDducivc tonOD~ netWOrk access at prices that

do DOl~ unaftllialed providcn. On cbese aroUDds. we coadude that me com of

rep1aeml noa-aruct:Ura1 safepuds wi1h~ scparaUOD far exceed lIlY benefits to

compeci1ioD d1II could coaceivably 1riIc.
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